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DISCLOSURE STATEMENT

This advice constitutes return information subject to T.R.C.
§ 6103. This advice contains confidential information subject to
attorney-client and deliberative process privileges and if
prepared in contemplation of litigation, subject to the attorney
work product privilege. Accordingly, the Examination or Appeals
recipient of this document may provide it only to those persons
whose official tax administration duties with respect to this
case require such disclesure. In no event may this document be
provided to Examination, Appeals, or other persons beyond those
specifically indicated in this statement. This advice may not be
disclosed to taxpayers or their representatives.

This advice is not binding on Examination or Appeals and is
not a final case determination. Such advice is advisory and does
not resolve Service position on an issue or provide the basis for
closing a case. The determination of the Service 1n the case 1is
to be made through the exercise of the independent judgment of
the office with jurisdiction over the case.

This memorandum responds to your request for advice dated
October 22, 1999,

ISSUE
Whether you are correctly adjusting the taxpayer's

calculations in utilizing the non-accrual experience adjustment
provisions under I.R.C. § 448 and the applicable regulations?
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DISCUSSION

As a qualified personal service corporation in the health
care industry, the taxpayer properly utilizes the special rule
under I.R.C. § 448(d) (5} which permits non-accrual of any
receivables which, on the basis of its experience, will not be
collected. However, in using this method, the taxpayer nmust
follow the guidelines set forth in Treas. Regs. § 1.448-2T(e) (3).
The regulations provide that, in computing gross income from
accounts receivable, the taxpayer shall include the amount that
would ordinarily be recognized as gross income, less the amount
which is not expected to be collected. In this case, the
taxpayer does not expect to collect amounts identiflied as
"contractual adjustments", which are downward adjustments to
medical charges made as a result of the taxpayer'is contracts with
health insurance carriers, Medicare, Medicaid, etc. Due to what
you perceive as the taxpayer's incorrect computation of i1ts non-
accrual experience adjustments in utilizing this formula, you
have proposed audit disallowances of and SN o
the taxable years ended |G 2rd respectively.

Your memorandum indicated that the taxpayer, in its
calculations, has used a "gross bad debts” figure which did not
include actual recoveries of bad debts made in each year. We
agree with you that, to the extent that these amounts were not
included in gross income, they must be added back to gross
income. Treas. Regs. § 1.448-2T(e) {3) expressly stales that upon
collection of such an account receivable, additional gross income
shall be recognized with respect to the ccllection of any amcunt
not initially expected to be collected (see also Example 3 under
this reqgulation). The validity of this regulation, as well as
the mechanical application set forth therein, was upheid in
Hospital Corp. of America, 107 T.C. 116 (1996) .

You indicated that, in its calculation of non-accrual
experience adjustments, the taxpaver did not adjust its "gross
revenue"” column for amounts such as contractual adjustments
which, based on its experience, it ¥new would not be collected.
Again, we agree with your position that this is incorrect, since
it will result in overstating the bottom-line non-accrual
experience adjustment.

You also indicated that, in making these calculations, the
taxpayer is not removing the amount of the contractual
adjustments from its year-end gross accounts receivable figures.
Again, we agree with your reasoning. The taxpayer's method will
result in an erroneous calculation, since those amounts were
never included in gross income and thus should not be included in
computing year-end receivables.
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We hope this answers your questions. If any further
assistance is needed, please contact the undersigned at (3005)
982-5333.

Dad R 2 Fo
DAVID R. SMITH
District Counsel

J/CC: Assistant Chief Counsel (Field Service)




